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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

HOLMES, Judge: I n Decenber 1997, Raynond Murphy sent a
check to Philip Hunt for $225,6000. Mirphy says the check was for
interest that he owed Hunt on two |iving horses; the Conmm ssioner
says the check was a repaynent of principal on a dead one. |If
Murphy is right, the entire anmount is deductible; if he isn't,

none i s.
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FI NDI NGS OF FACT

Raynond Murphy has been a veterinarian specializing in
horses for forty years. He also becane a real estate devel oper,
and a few of the deductions originally contested in this case
come fromthat business. But the bulk of this case, and Miurphy’s
great pleasure, cones from breeding, raising, and trading
t hor oughbred horses. Al though Murphy has owned a stabl eful over
the years, only three horses figure in this case: Hanseh, Desert
Spice, and On the Piste. Al three are broodmares, and all cane
to Murphy fromwhat he described as his “wheeling and deal i ng”
and “whi pping and di pping” with Philip DeVere Hunt of Tipperary,
Ireland, a fell ow breeder whom Murphy has | ong known.

Mur phy bought Hanseh and Desert Spice from Hunt in 1994.
Hamseh cost hi m $600, 000, which he financed in part with a
prom ssory note for $425,000 in Hunt’s favor. |Interest on this
note accrued at a rate of ten percent per annum on any unpaid
bal ance, and the note required interest paynents in August 1995
and August 1996, and then all remaining principal and interest by
Decenber 31, 1996. The note stated that “all paynents shall be
first applied to interest and the bal ance to principal.”

Desert Spice cost Mirphy $385,000. He financed $379, 000 of
the total price with a promssory note. Like the note for
Hanseh, this note also had a specific repaynent schedul e:

(1) $40,000 of principal in May 1995; (2) interest at ten percent
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i n Novenber 1995; (3) another $100,000 of principal in May 1996;
(4) interest on the balance in Novenber 1996; and (5) any
remai ni ng principal and interest by Novenber 15, 1997. As in the
note for Hamseh, Mirphy’ s paynments on Desert Spice were first to
be applied to interest before any reductions in principal.

And that leads to the third horse in this case, On the
Piste.! Hunt apparently sold her to Murphy in July 1997; there
was no date on the bill of sale, but a copy of the fax that Hunt
sent to Murphy to confirmthe sale bore a July 31, 1997 stanp.
Mur phy agreed to pay $250,000, but the sale was subject to the
condition that she be carrying a foal. Certification by a
veterinarian that On the Piste was pregnant would trigger a
paynent of $25,000. Murphy would owe the renmi nder on or before
Decenber 31, 1998 but, unlike the deals for Hanseh and Desert
Spice, the deal for On the Piste did not require Mirphy to pay
interest on the unpaid principal. On August 19, 1997, Murphy
pai d Hunt $25,000 after On the Piste’s pregnancy was confirnmed.
He al so took out an insurance policy on her for $250,000. The
horse remained in Hunt’s stables pending shipnent to Maryl and,
but |l ess than six weeks |l ater both she and her unborn foal died

while still in lreland. Mrphy filed a claimwith his insurer,

! Piste means ski trail--alluding to the nanes of her sire
and dam Shirley Heights and Snowi ng. Her pedigree features two
appearances by Nasrullah (the grandsire of Secretariat) and one
by Native Dancer (a w nner of the Preakness and Bel nont), two of
the nost prom nent breeding stallions of the |ast century.
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and received a check for $250,000 on Decenber 12, 1997. On
Decenber 27, he sent a $225,000 check to Hunt. The nmeno |ine on
the front of the check said that paynment was bei ng made for
“Hanmseh and Desert Spice Interest.” O course, as the IRS
noticed, this was the sanme anount that Murphy still owed Hunt for
On the Piste.

It is here that agreenment between the parties ends, and we
canter into a mare’s nest of conflicting clains. Mirphy argues
that he was in arrears on his paynents of principal and interest
on both Hanseh and Desert Spice. As final paynent for On the
Pi ste was not due until the end of 1998, Murphy clainms that he
agreed with Hunt to pay off at |east sonme of the interest ow ng
on the other two horses. That the interest anmpbunt worked out to
$225, 000, the anmount of principal still owed for On the Piste,
sinply reflects the fact that that was the noney that he had in
hand as a result of the insurance settlenment. He relies for
proof on a witten paynent extension signed by Hunt that gave him
an additional year (to Decenber 31, 1999), to nmke final paynent
for On the Piste, provided that he use $225,000 of the $250, 000
in insurance proceeds fromthe death of On the Piste to bring the
i nterest owed on Hanseh current through the end of 1997, and the
i nterest owed on Desert Spice current through the begi nning of
March 1997. Murphy clains that the agreenment was based on the

interest and principal calculations of his accountant, and that
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Hunt concurred in them Mirphy clainmed the $225, 000 paynent as
an interest deduction on his 1997 tax return.

The Comm ssioner disallowed that deduction, having
concl uded that Murphy had actually already paid for Hanmseh and
Desert Spice. He believes that Murphy used the $225,000 to pay
off the balance owing for On the Piste.? He also disallowed
vari ous other m nor expenses. A notice of deficiency foll owed,
in which the Comm ssioner asserted an accuracy-rel ated penalty
under section 6662 on the entire deficiency.?

The parties originally submtted the case for decision on
stipulated facts under Rule 122, but it was then restored to the
Court’s general docket for trial. The Miurphys are residents of
Maryl and, as they were when they filed their petition, and trial
was held in Baltinore.

OPI NI ON

We nust decide three issues: (1) whether Mirphy has

successfully shifted the burden of proof onto the IRS; (2)

whet her Murphy’s paynent to Hunt was a deducti bl e interest

2 G ven the paperwork that Mirphy produced, this m ght seem
to anount to an assertion that Murphy was commtting fraud. This
woul d have triggered a | arger penalty, but would al so have
saddl ed the Conm ssioner with a heavier burden of proof.

8 Unl ess otherwi se indicated, section references are to the
I nternal Revenue Code as in effect for the years at issue, and
the Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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expense; and (3) whether Murphy is liable for an accuracy-rel ated
penalty due to negligence or a substantial understatenent.

1. Burden of Proof

A taxpayer usually bears the burden of proof on each

contested issue of fact. Rule 142(a); At v. Conmm ssioner, 119

T.C. 306, 311 (2002), affd. 101 Fed. Appx. 34 (6th Gir. 2004).

But section 7491(a) lets himshift that burden to the

Commi ssioner if he shows that he kept all the records required by
the Code and cooperated with the IRS, and if he introduces
credi bl e evidence about the particular issue on which he is

trying to shift the burden. G priano v. Conm ssioner, T.C Meno.

2001- 157, affd. 55 Fed. Appx. 104 (3d Cir. 2003).

In this case, we find that the Conm ssioner bears the burden
of proof on the central issue of the interest deduction. Mirphy
was able to provide copies of the essential docunents, and
credibly testified that his C. P. A kept extensive records
regardi ng his business dealings. The Conm ssioner did not refute
this claim Mrphy was al so able to substantiate the interest
transaction through cancel ed checks and paynent agreenents. And
we believed his testinony that he had cooperated with the I RS
during the audit of his return. This is enough to shift the
burden, though we do note that this usually doesn’t matter very
much--nost cases will be decided on a preponderance of the

evidence. Shifting the burden nmay, however, affect the way we
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Vi ew possi bl e gaps in the evidence.

2. Deductibility of |nterest

Turning to the main issue in the case--Mrphy' s attenpted
$225, 000 deduction for interest--we begin with the law. Section
163(a) states as a general rule that “there shall be allowed as a
deduction all interest paid or accrued within the taxable year on

i ndebtedness.” In First Natl. Co. v. Comm ssioner, 32 T.C. 798,

807 (1959), revd. and remanded on ot her grounds 289 F.2d 861 (6th
Cr. 1961), we defined indebtedness as “an existing,
uncondi tional, and legally enforceable obligation for the paynent
of noney.”

Recogni zing this, the Conm ssioner argues first that the
di sputed check couldn’t have gone to pay interest on Hanseh and
Desert Spice because Murphy had al ready paid off those notes,
meani ng there was no underlying valid debt between Mirphy and
Hunt. The Comm ssioner’s strongest argunent is the presence of
the legend “paid in full” marked on the prom ssory notes for both
Hanmseh and Desert Spice. |f Mirphy had paid these notes
according to their original terms, they would both have been paid
of f by Decenber 1997. The problem however, is that neither
party introduced docunentary or expert evidence of when the notes
were marked as “paid in full.” Mrphy hinself testified that the
prom ssory notes were marked “paid in full” only nuch later. At

the end of 1997, he said he still had not ponied up enough noney
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to extinguish the debt for either Hanseh or Desert Spice.
According to Murphy, he and Hunt nodified their sales contracts
for Hamseh and Desert Spice to use the cash-in-hand fromthe
i nsurance settlenent to pay nmuch of the unpaid interest on those
horses. The debt was finally extinguished--and the notes marked
“paid in full”--only years later, when Mirphy agreed to turn over
to Hunt one foal each from Hanseh and Desert Spice. |In addition
to his testinmony, Mirphy produced a witten agreenent w th Hunt
ratifying the continuing existence of his obligation to pay the
out standing principal for On the Piste.

In judging the credibility of this story, we wondered what
was in it for Hunt--if Murphy is to be believed, by the tinme he
bought On the Piste in md-1997, he was still in debt to Hunt on
the other two horses for hundreds of thousands of dollars. |If
Mur phy was truly delinquent in his paynents to Hunt, why would
Hunt continue to “whip and dip” by selling On the Piste to hinf
Way is there no rock-solid contenporaneous docunentation
regardi ng the many extensions, nodifications, etc. of the note
paynments that were to have occurred?

It would al so have been easy, one mght think, for one party
or the other to have introduced Miurphy’s check registers and bank
statenments for 1994-97 to see the extent to which the debts on
Hanmseh and Desert Spice had been paid. But neither party did,

despite Murphy’s having turned all these records over to the IRS
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during audit. And the Conm ssioner invoked his right to exclude
the testinony of the accountant who’'d prepared Miurphy’s tax
returns on the ground that he had not been identified in Murphy’s
pretrial menorandum

We are therefore forced to rely nostly on our eval uations of
Mur phy’ s truthful ness and the rather thin paper trail. And, in
the end, we do find that Murphy’s testinony was credible. Due to
the length of his dealings with Hunt, including many successf ul
trades and coownership of sonme horses, we find that their
rel ati onship was strong enough to explain Hunt’s willingness to
extend the paynent schedul e for Hanseh and Desert Spice. Apart
fromunsuccessfully chall enging Murphy’s credibility, and despite
havi ng the burden of proof on this issue, the IRS provided no
di rect evidence that Murphy did not owe Hunt noney for those two
horses when he mailed Hunt the $225,6000 check. W therefore find
t hat Murphy has shown that a valid indebtedness on Hanseh and

Desert Spice still existed at the end of 1997. See First Natl.,

289 F.2d at 866 (leniency by |lender in not pressing for
coll ection on debt does not create presunption that debt is
i nvalid).

The Conmm ssioner next argues that, even if those notes were
still outstanding, Mirphy nust have intended to use the noney to
repay the principal owed for On the Piste, because $225, 000 was

t he exact anmount that Murphy still owed Hunt for that horse.
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Here again we find Murphy credi ble when he testified that he got
together with his accountant in late 1997 to cal cul ate the nunber
of days’ worth of interest on Hanseh and Desert Spice that
$225, 000 woul d pay off, and then secured Hunt’s acqui escence in
treating the paynment as interest on those two horses instead of
full paynent of principal for On the Piste. A note that isn't
paid according to its original terns is still a debt even though
overdue, see id., and Hunt was free to accept inmmedi ate paynent
of interest for Hanseh and Desert Spice and equally free to
extend the due date for Murphy to finish paying for On the Piste.

See, e.g., Kluesner v. Conm ssioner, T.C Meno. 1989-83 (“the

parties to a contract may nodi fy an existing contract by nutual

consent” (citation omtted)). W hold that the $225, 000 paynent
was for interest on a valid and enforceabl e debt between Mirphy
and Hunt. That’'s all that’'s required to rule in Miurphy’s favor

on the issue of deductibility.

3. Accur acy- Rel ated Penalty

Only the penalty issue remains. The Conmm ssioner can inpose
a penalty for negligence on a taxpayer who fails to nake a
reasonabl e attenpt to conply with the provisions of the Code or
di spl ays carel ess, reckless, or intentional disregard of the Code
or regulations. Sec. 6662; sec. 1.6662-3, Incone Tax Regs. In
this case, the Conm ssioner asserted the penalty against the

entire deficiency.
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Most of the asserted penalty di sappears with our ruling that
Murphy was entitled to treat the $225,000 paynent as interest.
There were, however, other adjustnments in the notice of
deficiency. These were conparatively small and, in a burst of
| awyerly horse-trading before the trial began, they were all

settled with reciprocal concessions. Mirphy conceded the

fol | ow ng:
Description Anmount
Capitalization of electrical $4, 500
Legal expenses 1, 850
Uilities 3,995
Tel ephone 2, 869
Dues and subscri ptions 900

Tot al 14,114
The parties did not settle the question of whether the
section 6662 penalty would apply to these itens. The Court
war ned them that they should introduce sone evidence on these
itens because the penalty remained in dispute. They did not do
so, and now we have to decide the issue in the absence of any
evi dence.

We solve this problemby relying on Swain v. Conm ssioner,

118 T.C. 358, 364-65 (2002), where we said:

An individual must first challenge a penalty
by filing a petition alleging sonme error in
the determnation of the penalty. |If the

i ndi vidual challenges a penalty in that
manner, the challenge generally will succeed
unl ess the Conm ssi oner produces evidence
that the penalty is appropriate.
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In this case, Murphy did contest in his petition the penalty
on all the itenms that the Comm ssioner disallowed. It was
therefore up to the Comm ssioner to cone forward with at | east
sone evidence that their inposition was justified--for exanple,
by showi ng that Murphy hadn’t kept adequate books and records on

those itens. See, e.g., H gbee v. Comm ssioner, 116 T.C. 438,

449 (2001); Biazar v. Comm ssioner, T.C Meno. 2004-270.

This he did not do. |Instead, he argues that Mirphy’s
concession to the disall owance of these mnor itens is ipso facto
proof of Murphy’s negligence. This argunent is nuch too broad--
conceding that a deduction is not allowable is not the sane as
conceding that it was taken negligently or in intentional
di sregard of the rules and regul ati ons.

The Comm ssioner’s alternate basis for the penalty is that
Mur phy substantially understated his tax liability. An
understatenent is deened “substantial” if it exceeds the greater
of ten percent of the tax required to be shown on the return, or
$5,000. Sec. 6662(d)(1)(A); sec. 1.6662-4(b)(1), Incone Tax

Regs. As we reasoned in Perry Funeral Hone v. Conmm ssioner, T.C

Meno. 2003-340, the Comm ssioner satisfies his burden under
section 7491(c) to show sone evidence of understatenent by
pointing to a taxpayer’'s concession that at |east sonme deductions

were not allowable. Wether any understatement resulting from
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Mur phy’ s concessions on these smaller itens is “substantial” or

not is a conputational issue, and so

Deci sion will be entered

under Rul e 155.




